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MEMORANDUM

TO: {ommussioners
FROM: Commissioner Sandstrom QLS
BATE: November 8. 1999

SUBJECT: MUR 4230 - Response to Vice Chairman’s Memorandum Dated Ocioher 26.
‘{i,ii}()

O Oorober 2o vee the Vige Charman el 2ted o cemoeranou that chahenged pornens of
e weneral Counsel's Probable Causy Bror jor MUns 42300 The memorandum alse rased

guestions about the step ransaction doctrnine which 1 had discussed in a memorandum circulated
to the Commussion on Sepiember 27, 1999 | have taken this opportunity to respond to those
QUESLIONS

Although 1 iind the guarantee by a foreign nauoenal of a loan. the proceeds of which are exrvressiv
carmarscd and provided to a polit:zal party. o be a clear violaticn of gid1e, I included a
discussion of the step transaction docirine 1 my memorandum 1o tustrate thar courts would not
analvze indrvidual. seeminglyv permissibie, transactions without also considering the surroundmg
facts and mient of the pz nies  For decades courts have analyvzed mterconnected iransactions as a
whole. looking to their intended result. 1o prevent similar end-runs around statutory provisions

Though unnecessary to the proper resoiunon of this matter. | behieve a step transaction analywis 13
a useful adjunct to a straghtforward statutony analvws of this case  Courts have apphed the step
rransaction doctring to arrangements far less transparent. and :ntentions far less certain. than those
of the instant case MNonetheless. | believe 1t would be helpful to respond to the arguments made
by the Vice Chairman that relate spectiiicallv 1o the usefuiness of a step transaciton analysis in thss
matter

n s memorandum. Vice Charman Wold stated that the apphication of the step transacuion
docinne Tis inggered ondy when it appears that a taxpaver 18 resorting 10 an artfical structure for
a transaction that puts form over substance 1o achieve a result not intended by the statutory




scheme af the IRC.” and to applv the step transacnion doctnine in MUR 42350, "we would need o
show tha: the ransaction m question lacked substance n at least one parucular  That s, that at
least one leg did not have sconomic sigmiticance, was a sham. or waz no! unaeriaken for vaiid
business purposes ' Memorandum at O temphasis added) This. m my opmion. 100 narrowiy
imterprets the clear language courts have consistentiv used wher appiving the siep transaction
doctrine

While resorting 10 an artifictal structure may trigger the apphication of the step ransasion
Aoctrine. this is not a necessary component or a conditton precedent 10 18 apphication The court
i Frue vo 10N 1999 WL 099838, siated thar the end result test combmes “mie a single
rrapsaction separate events which appear 1o be component parts of something wnderiaken 1o
reach @ partcudar result.” e v U8 1999 WL 699836 (no page numbers available)(10% Cur
1999y ciung Associored Wioicsaie Grovers. 927 F 2d 18170 1523 and Kornfeld v Commissie o
of Internad Revemee, 137 £ 3d 1231, 1233 (10% Cir 1D‘m:{smphasss added). and “if the ¢
‘inds that a sernes of rlmc‘x‘ related Swrs I a wansacuon are mercl the means 1o oreao d
particnlar residi. we will not separate those steps, but instead treat thern as a singie transacuen
frue cing KNanawha CGas ;\- a'm’:». Co v Cemaussioner, 214 F 2d 685 691 (5th Cir
iuidemphasis added)

in descobme the aprroprisic ceophicatton of the mrierdepercence test ne coun o Aornk

focused o the relor snship b indiv e, Steps and wher oounder ooressan
obpectn s oW the sieps were - endeni o e degal recanion readed N 0 oan
[FaISe. RS SO Triefoss wino L L‘.'e.'n?,i".'u.'(m of e seres T Rewroowd at 1235 omphas
eyt

Ao bbb us

In short, 1t 18 not an arunce! structure courts seek 1o expose when apphving the step transacio
o‘uczrnm but the circumvenuon of e mtent of & state or regulatim Ax was statec wr Jrue

the Troe s changed wiy swwould have been the nan"\‘ resuft o1 & direct purchase of the rancn
land by engaging in a series of steps uesigned from the outset 1o crrormvens e infent o the tay
code.” True a1 9 gemphasis added)

Assuming applicanon of the siep transaction doctrine 1§ appropriate. the memorandum nex:
argues that 1t would be an “artificially truncated application of the doctrine” not 1o applv it to the
origindl loan from RNSEC 1o NPF Memorandum at 3

First, the memorandum does not explan how this carlier application of the doctrine would atiect
the conclusion that HMalev Barbour and the RXNC wwolated yd41e. thourh it does state that this
would make apphcation more "problemauc © 1d Second. the memoerandum cites no authonty in
support of 1ts conclusion that the dozinne should be apphied 1o the original loan, and gives no
explanation why thisis the appropriate point at which 1o begin the analvsis  In fact. | would argue
that 11 would be an improper application of the doctrine to apply it 1o the onginal loan from
RNSEC 1o NPF

“Evenif 1 were to accept thas constricted read of the step transaction doctrine, T would find that the guaraniee was
purcly polintcaily metivated and facked anv business or chantable purpose. On thus point the documentan
cviderice 1s comipclimg




The approach advocated in the memorandum seems 1o tmphy that the doctrine should be apphed
bewimmng with any transaction with winch there 1s some tacsual connection  Tius 18 not an

approach supporied by the Courts

An examinanuon of Assoctated Hilosale Grocers, vited by the Vice Chatrman iustrates how
courts apply the doctrine - not 1o every connected faci or transaction in & particular case — bt
beginning with the first ransaction i an interconnected series of ransactions in which the
intensded result was pianned  Inthat case. the court held that certamn merger and reorganizaten
acreements were suthiciently interdependent 1o conclude that the corporaton s ransfer of a
subsidiary was not @ sale. but rather = complete lindation from which it was preciuded from

.r:_‘;‘.;f',u"]n.. 2 busmess joss

In i+ "o Super Marser Developers ¢°SMDT) whose parent wos Assoaated Wiotesale Groce -
made 4 zender offer ror all owtstandine stock of Weston Investnent ("Weston b 4 company 1.
owned a number 0f supermarkets By 1980, 5MD hag acquired 99.97% of the Weston stock
One of Weston's subsidiznies was Weston Narket, a grocery operated by Thomas Elder  Elder
expressed a desire to buv Weston Market. and Elder formed a company, Elder Inc . for that
purpose  An agreement was execuied hetween Elger and SMD the terms of which provided o7

the mwrge and Weston. and the exchange oy 3300.000 m casn and a promissory
aote, with & cace valee of $Y melion for the Weston st 0k, 'gi ! e minorey shareholdor s ente

sorecetve SON Sovgshare SMD then immediate bought hack il the assors acquired o+ Llder

~

.
Inc under thy morger sureeines. In axchunge tor those sssers, SMD paid an amount vounl 1o e

el amount of the promisson note plus an amount caual (o the cash received by 1o nunonit
p ] i ) .

xn rreholders  cdssocrared ar 13182319 SAID reated the transaction as a taxable sale of
Weston's assels and declared o tax loss  The RS dented the loss and conciuded the wransaction
Wi not A sake ?\u' rather a comipirte liguidauon of SMD s subsidiary. Wesion  The cour agreed

wish the IRS, anc in reachmg it conclusion, appi ited the doctrine, collapsing the transactions
Sogring with iie mierger Associared at Y3197

The court coutd have collapsed tie onzinal tender offer by SMD for Weston and the conumuous
acguisiion of Weston stock by ST\ID “The court did not do this, however, as this would have
endered the applicauon of the mierdependence test meaningless  The acquisinon of Weston
stock was not an mterdependent step in the merger and clamm of a loss, and therefore was not
wciuded with the transacuions that were collapsed. even though these acquisitions were as
tactually connecied to the merger as the onginal foan from RNSEC to NPF was to the pavment
vears later 1o the RNSEC

The count collapsed the transactions bewinning with the exchange between Elder and SMD. not
because it arburarily chose a point to begimn us analvsis, but because the Elder-SMD exchange was
the siarting pont at which the parties structured their transacuons with a particular outcome n
rund  Adssocraice gt 1528

" While thes s o fociually complex case tused 1t here because it was cied both by the Vice Chairman and myself.
and Becawse 1 wits o pood examiple of the count's apphication of the docinine 1 a confined s¢t of transactions




in addition, ke m MUR 4230 10 winch the transacthions at issue took place virtuali
simultanecusiv. the court in Assaciaicd made clear thal the contemporaneous nature of the
ransactions was a cnincal tactor 1o thewr devision to appiy the step transacuon docinine "~ Ujnae:
the "Agreemen: and Plan of Reorpanizauon. winch ook effes: mmediately following the e o
effectiveness of the merger, " SMD bought back zll the assets acquired py Elder. under the merges
agreernent except for the stock of Weston Market 7 dssociaied at 1318-1519 (emrnasts addedy

The memorandum next asks whether 1 15 appropriate 1o impunt the step transaction docinne from
its application in the tax code to the FECA. arguing that “the courts have repeatedhy recountzed
the uncertainiy of the appiticauon of the step transacuon doctring i the tax area, siated probabiy
mOSI Lo}orfu]} v by the court in Secwriny Indusinal Insurance Company v (78 702 F 2d 123402
2447 Memorandum al 3 The memoranaum then guotes the court “ine types o siep
t-ansactions are as vaned as ne choreourapher's art  there are 1wo steps. walizes, 1o, wrors, and
even Virgima reels  As a coveaquerce, the court's apphcations of the step transacuon doctrne
bave been ememane Winle thisas an accurate quotanon, | should note that the court went on
o apply the step transaction goctrine in that case  In addition. tne step transacuon ceatrine has
been applied m over one hundred cases. by virtualiv every federal court. over the last thirty vears
See Commussioncr of inerncd fevenne v Clark 489 U S 7200 1989) Jrae v U8 V190 F 3d 67
(L™ Cir 1009y ¢ Jreene v TS 183 F 38 67 (2™ Cir }QQQ). N Tradmge Corpov LR 12
PG TR Oy Ty Lerman v LR PO F 2a 34 (39 Cu 19091y, Gneen v CULRUS8TE 2
NN GH N KU -w B v LR 86T F 2d 1480 (11T Cr 1989). Eaire of Scimerder v
U N E 23 4R Ci JOSSy Ruswedd v CLEUS32F 28 310 (6" (“' VRTY, Foderal Nt
Meorre sy 0T s P45 D C G 1090 kv LR SINE 24 271 (1" Cir

cevar Iis srranouon was woaght with such uncertamty couris would probaoiv not apph
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fas Often oF as wideiv as they have

Fhe mamorandum pext ashs “whether the Commussion car apply o doctnne that i has not

heretotore apphbed m ans enforcement action, promuludics ina reculauon, or vven enunciated 1

an ad\'zsor\ (_sp wmion, o nnd a violauon of the law 7 Woll ar 4

As bstated avove it s unnecessary 1o arphy the step iransacnon docinine 1o the tacts in MUR
4250 The fanguage caf'g-izé le provides mc. statutory basts tor a finding of a violation of the Act
However, s pot the step transaction doctrine itself | suvgest be apphed 1o MUR 4250 1t
merely the concepr underiving the docinine that shiould be applied - that persons should not be
permutted to crrcumvent SIAULONY provisions by undertakimg a series of steps which. when
examined mdividually, appear permiss sible. but when taken as a whole are violauive of a particular
provision This concept 18 as relevant i elecuon faw as it 15 1n1ax law The courts’ response to
naked attempts to elevate form over substance 1s more developed in the tax law context
Nevertheless the principies apphied I think have equal validitv in the election law context ™ The
logic of the ends results. mutual interdependence and binding commutment tests is as compelhing
in election faw astis intax faw  Consequently, [ find it to be by analogy persuastve authority for
pursuing this matier

" The best precedents i ihe elecuon law coniext are probably found i ihe y44if arca




1f the Comnussion should adopt this analvsis in conuncuion with 2 more straightforward statuion
finding of & violation. the courts can of course find our arguments wanting, but nothing n thus
case would sugpest such an outcome  Therefore [ would conuinue to recommend that we find
probabie cause where the intent. the execuuon and the result are manifest in the documents betore
us




